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What pain relief can be given
to declining paper markets?

Will closing the least competitive plants bring
any relief to the industry, or is a strategic
market consolidation approach needed?
Current situation in the newsprint
industry
The graphic paper industry, and newsprint
in particular, has never really recovered from
the recession of 2001-2002, as we have
already featured in a previous point of view. In
Europe, more than 20% of the total capacity
was shut down between 2008 and 2014. In
the first quarter of 2015, further shutdowns
have been carried out by Aylesford (Aylesford,
UK) and UPM (Shotton, UK) equating to
650,000 tonnes of annual capacity. Despite
these shutdowns, overcapacities remain in the
market and prices have reached a historic low
of around 450 EUR/t and some even below
– before rebates. At this price level even cost
leaders are not able to cover their capital costs.

Market players hope that capacity reductions
will help to stabilise prices, always wishing it to
be a competitor and not themselves. However,
Pöyry forecasts further demand reductions
of approximately 3 million tonnes by 2025 – a
deep cut to the industry.
The question then is would closing the least
competitive plants bring any relief or is a
strategic market consolidation approach
needed? In this Point of View, we examine if
it is possible to actively change the future of
paper pricing through a strategic acquisition
and consolidation strategy. Without this, the
market will continue to decline with no single
paper producer profiting.

Figure 1: Real Delivered prices standard Newsprint - Europe

Each horizontal line equals one machine and its production costs. Producers have been sorted so that the lowest cost
producers are at the left side and the producers with the highest production costs at the right side
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Only strategically steered
closings are able to improve
the pricing situation

Recently, shutdowns of the least
competitive plants have flattened
and lowered the cost supply curve
and thereby lowered the price for
paper
The historic development in the newsprint
industry follows classic economic theory –
over time the supply curve flattens out1. Figure
1 shows the supply curves for 2002 and 2014

for the capacity and respective production
costs of a single paper machine. Capacity
reductions and cost saving measures over
time can be seen through the flattening of the
curve in q1 2015 as economic theory would
suggest. The marginal producer has moved
downwards – and thereby led to the decline of
newsprint prices.

That the curve has flattened can be observed
when the delta between cost leaders and
the marginal producers is analysed (figure
2). Since 2002 this difference has dropped
significantly and is now 76% below its original
level. Exactly this margin is typically used to
cover capital costs. In today’s world, not even
the cost leaders in european newsprint paper
are able to cover their capital costs.

Figure 2: Delta Cost leader vs. marginal producer
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Closing of the least competitive
plants will deteriorate the situation
whereas strategic closings help to
stabilise and even increase prices
Since the recession of 2002, the least
competitive producers have dropped out of
the market. This trend also applies to today
where closing the least competitive plants
would be the natural path for the industry to
follow. However, an alternative approach is a
strategically motivated, controlled exit of plants
in the ‘midfield’ of the supply curves (figure 3).
The same amount of capacity exits the market
in both cases– but the effect is different.
In the case of closing the least competitive
plants the supply curve flattens, but in the
case of ‘midfield closures’ the slope of the
curve increases. As a consequence, prices
also increase2 (figure 3, step 2).

Figure 3: Where should capacity reductions take place?
Step 1: Two main scenario options for closures exist in a market with declining demand.

Midfield closures
scenario

Close least
competitive
scenario

Step 2: The ‘midfield’ closure scenario results in an increased market price as the position of the marginal
producer changes (assuming same amount of closures and inflexible demand).

Let’s take a fictitious company with four paper
machines (PMs) and analyse the impact of
closures on the overall contribution margin.
As can be seen in figure 3, step 3, total
contribution margin increases by 140% in the
‘midfield’ scenario compared to the closure of
the least competitive plants. Why does it pay
off to close low cost assets and keep high cost
assets running?
The cost situation of individual machines has
not changed but in the “midfield” scenario the
product price is higher. Thus PM1 is highly
profitable and PM3 and PM4 are also cash
flow positive.
In the second scenario the individual
machines have the same production costs as
in the ‘midfield’ scenario but the product price
is lower. Thus, from a margin perspective, the
highly efficient machines PM1 and PM2 are
not performing.
Closing is always the last option and has
associated costs. But the present situation
is clear – some plants must exit the market.
Contribution margin analysis shows that it is
far more favourable to follow the scenario of
midfield closures 3. Costs remain constant but
prices and thus also contribution margins are
significantly higher in this scenario.
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Step 3: Contribution margins are higher in the midfield scenario as costs remain constant and only price changes

Since the recession of 2002, the
least competitive producers have
dropped out of the market

Figure 4: Price increases in UWF after midfield closures

Us market development in uncoated
woodfree (uwf) papers
The positive impact of midfield closures can
be observed in other markets and grades. The
market for uncoated woodfree papers has
declined from 11.1 million tonnes in 2009 to
8.6 million tonnes in 2013. However, Figure
4 illustrates how the majority of capacity is
being closed in the third quartile leading to a
slightly flattened cost curve despite capacity
reductions. At the time of going to press,
capacity reductions recently announced will
also be from this section of the graph.
In same time period (Q4 2012 to Q1 2015)
prices for uncoated woodfree papers have
stabilised and even increased. This is a major
difference to newsprint industries in North
America where capacity was reducing in
comparable magnitude but prices have at
best stabilised.
Where closed plants are positioned on the
cost supply curve does make a difference to
the bottom line.

Notes:
1
Mankiw/Taylor (2012); Grundzüge der Volkswirtschaftslehre; page 364-366
2
Assuming inflexible demand
3
Not yet taking into account the costs of acquiring and closing the other plants
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Future market development
requires a strategic
assessment
We have shown that it is possible to actively
change the future of paper pricing by shaping the
supply curve. But without a strategic acquisition
and consolidation strategy the market will
continue to decline with no single paper producer
profiting. Declining markets have inherent losers,
but allow for winners with significantly greater
profit margins if proper strategy is applied.
This industry perspective is also true for
individual corporations but heavily depends on
the individual asset positioning. Future market
development requires a strategic assessment.
This includes having a view on future market
circumstances and accounting for where on the
supply curve the group’s paper machines are
positioned, which plants should be selected for
closure and the impact on overall strategy and
cash flow requirements. Inaction instead will
allow market forces to further depress prices
and challenge the viability of every company’s
operations.
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Text

Pöyry Point of View:
Being resource smart

If you found this Point
of View useful, you may
be interested in the
following related Point
of View reports...

Pulp market
in transition

Pöyry Point of View:
ShaPing the next future

Paper business
in mature
markets
– is there hope?
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About the Pöyry
Point of View
Staying on top of your game means keeping up with the latest thinking,
trends and developments. We know that this can sometimes be tough as the
pace of change continues...
At Pöyry, we encourage our global network of experts to actively contribute
to the debate - generating fresh insight and challenging the status quo. The
Pöyry Point of View is our practical, accessible and issues-based approach
to sharing our latest thinking.
We invite you to take a look – please let us know your thoughts.

Pöyry has a global office network – please visit www.poyry.com/contacts for
your nearest office.

Disclaimer
Pöyry reserves all rights to this publication. No part of this publication may be reproduced or used in any form without the prior written consent of Pöyry. This publication is
partly based on information that is not within Pöyry’s control. Pöyry does not make any
representation or warranty, expressed or implied, as to the accuracy or completeness of
the information contained in this publication. Pöyry expressly disclaims any and all
liability arising out of or relating to the use of this publication.

Pöyry is an international consulting and engineering company. We serve
clients globally across the energy and industrial sectors and locally in
our core markets. We deliver strategic advisory and engineering
services, underpinned by strong project implementation capability and
expertise. Our focus sectors are power generation, transmission &
distribution, forest industry, chemicals & biorefining, mining & metals,
transportation and water. Pöyry has an extensive local office network
employing about 6,000 experts.

Join the debate
www.linkedin.com/
company/Poyry

@PoyryPlc
#PoyryPOV

R

www.youtube.com/
PoyryPlc

www.facebook.com/
PoyryPlc
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This publication may contain projections which are based on assumptions subjected to
uncertainties and contingencies. Because of the subjective judgments and inherent
uncertainties of projections, and because events frequently do not occur as expected,
there can be no assurance that the projections contained herein will be realized and
actual results may be different from projected results. Hence the projections supplied
are not to be regarded as firm predictions of the future, but rather as illustrations of what
might happen.

